Sources of capital Effect of taxes on the cost of capital
• Interest payments are a deductible expense, but returns to stockholders (i.e., dividends, retained earnings) are not.
• => For every dollar of return paid on equity, the firm must earn 1/(1-τ) dollars of income before taxes; for every dollar of interest paid, the firm need only only earn one dollar of income before taxes.
• The effective 'after-tax' cost of debt = (1-τ) r b • The after-tax cost of equity is r s • Question: Why don't firms rely exclusively on debt to raise capital? 
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Required rate of return (%) 
CML 2 : k = 8.0 + .5 There is, in general, a degree of leverage at which the cost of capital is minimized Compos it e co st of c apit al
Note: the more stable the industry is, the higher the optimal leverage ratio (i.e., the greater the use of debt) 1. Determination of optimal capital structure/marginal cost of capital curve is complex.
2. Effect of capital rationing. Firms may be unwilling to operate at the intersection:
• Uncertainties in projections may cause firm to 'play it safe'
• Expectation of better investment opportunities in future years may cause firms to stop short of intersection point.
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